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Oil and Gas Producers 
Industry Developments—1993
Industry and Economic Developments
Many factors will affect crude oil and natural gas markets in both the 
short and long term. Supply-side factors include the extent to which 
the Organization of Petroleum Exporting Countries (OPEC) produces 
and exports crude oil and the potential reversal of the present decline 
in the production and exportation of crude oil by the Commonwealth 
of Independent States (CIS), particularly Russia. Also, increased 
exploration and development in various Latin American countries 
could lead to significant increases in supply from that part of the world. 
The principal demand-side factor that will affect energy markets will be 
the rate of economic growth, but environmental factors will increas­
ingly affect the level and composition of demand. Environmental 
factors will also affect oil supplies.
The greatest uncertainties in the short term concern OPEC produc­
tion, economic growth rates, and weather patterns. OPEC (composed 
of twelve oil-producing countries primarily in the Middle East) 
announced in September that its members had agreed to individual 
quotas to limit production through February 1994 to 24.5 million barrels 
a day. Kuwait and Iran scored significant increases in their individual 
share of OPEC's overall output, whereas Saudi Arabia, the world's 
largest producer and exporter of oil, agreed to freeze its production at 
current levels until April 1994. The agreement is an attempt to limit 
production and increase the price of oil, which has fallen by 20 percent 
since early summer. Announcement of the new agreement sent oil 
prices immediately higher, with an expected additional price rise of 
three to four dollars a barrel.
The oil and gas industry's worldwide investment needs through the 
end of the 1990s are large. Hundreds of billions of investment dollars 
will be required just for exploration and development if the expected 
increase in demand for oil and gas is to be met even at higher real 
prices. The development of alternative sources of energy is expected to 
have little effect on the prices of oil and gas.
The foreign share of the U.S. petroleum industry's worldwide explo­
ration and development expenditures is increasing as the opportunity 
for significant new domestic finds decreases and as the terms for 
production-sharing agreements in many foreign countries continue to
5
improve. Recently, the share of U.S.-based major petroleum compa­
nies' exploration and development expenditures allocated to foreign 
locales was about 50 percent. This was considerably above the 
27-percent share of the mid-1980s. The amount allocated accounted for 
more than three-quarters of the foreign spending on all businesses by 
those major companies.
The North Sea has for years been a major target for exploration 
and development expenditures by U.S. firms. However, investment 
opportunities are emerging rapidly in other areas of the world and 
could compensate for any slowdown in investment in the North Sea 
and more mature areas. These other areas include the CIS, Latin 
America, and Southeast Asia. The largest finds in Southeast Asia have 
been offshore.
Development of reserves in the CIS, particularly in Russia, is highly 
dependent on Western investment. Expectations are that the ongoing 
decline in oil and gas production in Russia could reverse by the middle 
of the 1990s if adequate investment is forthcoming. An increasing 
number of U.S. firms are exploring such opportunities. Most activity is 
in the form of joint ventures. Participation by U.S. companies in crude 
oil and natural gas production in Latin America has not changed 
substantially in recent years despite some large finds of new reserves. 
Some of Latin America's largest producing countries, particularly 
Mexico, Venezuela, and Brazil, retain strong restrictions on direct 
foreign investment in petroleum.
Southeast Asia is rapidly becoming a prime target for oil and gas 
investment by U.S. and foreign firms. Governments in the subconti­
nent are actively seeking foreign investment through the production 
stage. U.S. companies' exploration and development spending 
(excluding property acquisition) has grown at a more rapid rate in 
Southeast Asia since the mid-1980s than in any other foreign area. 
Foreign crude oil production data have shown a similar pattern.
The prospective increases in exploration and development spending 
by indigenous and foreign sources in the non-OPEC world outside 
North America will likely result in some increase in productive capac­
ity. Capacity in North America, on the other hand, could decline. 
Non-OPEC production will likely decline during the next few years, 
but mainly because of a continued downturn in U.S. and CIS produc­
tion during that period.
Regulatory Developments
Environmental Developments
Environmental developments could significantly affect crude oil and 
natural gas production and use both domestically and abroad, for
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years to come. Shifts in fuel choice and energy use have occurred in 
the past, but largely not for environmentally related reasons. The crude 
oil price increases of 1973 and 1979, for example, caused demand 
to decrease.
Recently enacted legislation, such as the Oil Pollution Liability and 
Compensation Act of 1990 (the Act) and the Clean Air Act Amendments 
of 1990, deal directly with energy-related environmental problems in 
the United States. The principle behind such legislation is that, without 
government intervention, the prices of some energy products will not 
reflect the costs of environmental damage associated with their use. 
Government actions such as taxes, restrictions, and prohibitions are 
intended to compensate for or prevent environmental harm and 
thereby "internalize" the costs of compensation or prevention into 
the prices paid by energy consumers. Among other things, higher 
prices due to internalized environmental costs increase the economic 
incentives to use cleaner, often renewable, fuels. The imposition of 
environmental standards through government regulation, although it 
involves little or no outlay of money by the government, can lead to 
very substantial increases in the cost of energy products.
Many of the new laws and regulations will affect the crude petroleum 
and natural gas industry. But the effects will usually be indirect 
because most of the new requirements will be imposed on vehicles, 
refineries, petroleum products, ships, and pipelines, as well as on the 
amount of pollutants, rather than directly on crude oil and natural gas 
producers. For example, the Act imposes specific federal liabilities on 
tankers and on offshore and onshore facilities for oil spill cleanup and 
damage repair, and allows states to independently impose other forms 
of liability. It requires double hulls for all new tankers and for all vessels 
trading with the United States. Most single-hulled tankers and barges 
will be phased out over a fifteen-year period. The Act also establishes 
a $1 billion federal oil spill cleanup fund, using an existing fee of 5 cents 
per barrel on oil. The Act substantially increases the potential penalties 
against tanker owners in case of an oil spill. Regulations implementing 
the Act are currently being developed by the U.S. Coast Guard. The 
Clean Air Act Amendments of 1990 include more stringent emission 
standards for most offshore drilling activities. This Act also creates 
special programs for California vehicles, urban buses, and private and 
government-owned fleet vehicles that encourage, and in some cases 
mandate, the use of alternatives to gasoline and diesel fuel. This will 
likely be favorable to producers of natural gas.
The Securities and Exchange Commission's (SEC's) Staff Accounting 
Bulletin (SAB) No. 92, Accounting and Disclosures Relating to Loss Con­
tingencies, addresses issues related to loss contingencies, focusing 
primarily on environmental and product liability contingencies.
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SAB No. 92 provides an interpretation of current accounting literature 
related to offsetting probable recoveries against probable contin­
gent liabilities; recognition of liability for costs apportioned to other 
potential responsible parties; uncertainties in estimation of the extent 
of environmental or product liability; the appropriate discount rate for 
environmental or product liabilities, if discounting is appropriate; 
accounting for exit costs; necessary financial statement disclosures; 
other disclosures outside the financial statements; and other issues.
SAB No. 92 addresses accounting and disclosure for site restoration 
or other environmental exit costs. Although industry practices with 
respect to exit costs may differ, an SEC registrant must disclose its 
accounting policy for such costs pursuant to Accounting Principles 
Board (APB) Opinion No. 22, Disclosure of Accounting Policies. For mate­
rial exit-cost liabilities, disclosures should include the nature of the costs 
involved, the total anticipated cost, the total costs accrued to date, the 
balance sheet classification of accrued amounts, the range or amount of 
reasonably possible additional losses, and other related disclosures 
required by SAB No. 92. SAB No. 92 also indicates that entities may 
accrue the exit costs over the useful life of an asset. Auditors should 
also follow the guidance in the Financial Accounting Standards Board's 
(FASB's) Emerging Issues Task Force (EITF) Issue No. 93-5, Accounting 
for Environmental Liabilities. Audit Risk Alert—1993 includes a more detailed 
discussion of accounting and auditing issues related to such costs.
Minerals Management Service
The Department of the Interior's Minerals Management Service 
(MMS) has always required, in its product valuation regulations, that 
royalties be paid on a value that cannot be less than the "gross pro­
ceeds" accruing to the lessee for the disposition of minerals produced 
from federal or American Indian leases. During the past several years, 
many lessees have entered into agreements with purchasers settling 
various issues pertaining to the sale of production from federal and 
American Indian leases that have arisen under their contracts. These 
settlements frequently involve a lump-sum payment by the purchaser, 
who is to be relieved of some or all of its obligations under the sales 
contract. MMS has issued a Royalty Management Program (RMP) 
interpretation of how the various gross proceeds regulations apply to 
amounts received under such contract settlements. The RMP interpre­
tation clarifies that lessees and other debtors are required to pay 
royalties on contract settlement payments to the extent that payments 
are attributable to minerals produced from the lease. Under this 
interpretation, some or all of a settlement may become royalty-bearing 
if production to which specific money is attributable occurs.
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The MMS expects to collect $200 to $300 million over the next four 
to five years in royalties owed on these settlements. The agency is 
reviewing contract buyouts and contract buy-downs that took place 
after natural gas prices plummeted. The agency has reviewed each 
of the following types of settlement and has issued the following 
conclusions:
1. Take-or-pay issues are not royalty-bearing.
2. Pure contract terminations are not royalty-bearing.
3. Past pricing disputes are not presumed to be royalty-bearing.
4. Recouped take-or-pay is presumed to be royalty-bearing.
5. At least some portion of a buy-down is considered to be royalty­
bearing.
6. Contract terminations for which no production is attributable are 
considered not to be royalty-bearing.
Auditors of oil and gas producers involved in these types of trans­
actions should be aware of the above conclusions. These contracts may 
need to be reviewed individually by the auditor, as most contracts 
differ and the issues are extremely complex. The auditor may wish to 
consider the use of a specialist in this area; if so, the auditor should 
follow the guidance of AICPA Statement on Auditing Standards (SAS) 
No. 11, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, 
AU sec. 336).
Other Regulatory Developments
Two regulations of particular relevance to the natural gas industry 
relate to wellhead price controls and to pipelines.
The wellhead price of natural gas was entirely deregulated as of 
January 1993, in the third and final phase of deregulation legislation 
passed in 1989. The market impact of this final stage of deregulation is 
estimated to be small since most gas produced was already free of 
wellhead price control.
The second regulatory change relates to pipelines and their relation­
ship to suppliers of natural gas. Effective May 18, 1992, the Federal 
Energy Regulatory Commission (FERC) changed its regulations to 
enhance the competition among natural gas suppliers. The basic 
purpose of the changes (FERC Order 636) is to eliminate the competi­
tive advantage of gas pipeline companies over other sellers of natural 
gas. The advantages at issue are based upon a pipeline company's 
ability to "bundle" gas, its transportation, and other related services 
into a composite commodity. Given this, a pipeline's operating
9
practices may have tended to favor the transportation of its own 
product to the disadvantage of gas provided by other sellers but also 
transported by the pipeline.
The point of the regulatory changes is to ensure that the transporta­
tion services provided by the pipeline are the same for all gas suppliers. 
This should maximize the number of sellers that a buyer could reach 
when purchasing a service of a given quality. Generally this should 




Although conditions vary from company to company the following 
are among the concerns specific to the oil and gas producing industry:
• OPEC politics
• Volatility in crude oil prices and the demand for natural gas
• Level of interest rates
• Changes in the U.S. tax laws
• Changes in capital and credit market perceptions
• Changing prices and demand affecting the value of oil and gas 
reserves used as collateral for loans
Auditors should consider the above in assessing inherent risk in the 
audit of an oil and gas producer. Auditors should also consider the 
following factors, any of which may indicate an increased audit risk for 
an oil and gas producer:
Liquidity and Financial Resources. Auditors should consider the avail­
ability of adequate cash flow from internal and external sources, the 
impact on cash flow of revised timing and pricing of oil and gas pro­
duction, the ability to meet fixed commitments and debt service 
requirements, and the implications of evidence that may bring into 
question the entity's continued existence as a going concern.
Asset Realization. Auditors should address the collectibility of joint 
interest receivables, the possible impairment of undeveloped proper­
ties resulting from declining leasehold values and the entity's inability 
to carry and develop properties, the potential impairment of producing 
properties as a result of the reduced value of the related reserves, and 
whether lease and well equipment inventory should be written down 
because of excess supply.
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Product Marketability. Production of gas wells may be suspended 
because of excess supply or uncertainty about gas pricing. Auditors 
should ensure that nonproducing gas wells have been identified and 
should become aware of significant gas contract provisions and con­
sider their potential impact on the financial statements.
Joint Interest Operations. Joint ownership increases the likelihood of 
exposure to financially distressed operators. The auditor of a non­
operator may wish to consider the extent and findings of joint interest 
audits, the adequacy of the operator's internal control structure, any 
conflicts of interest or related-party transactions involving the opera­
tor, and the operator's ability to meet its financial and operating 
commitments. Auditors may also consider whether the operator is 
using funds and properties in accordance with agreements and 
whether the nonoperator has legal and unencumbered ownership of 
properties and production revenues.
Reliability of Reserve Estimates. The reliability of reserve estimates 
depends primarily on the use of reputable and qualified petroleum 
engineers and on the availability, nature, completeness, and accuracy 
of the data needed to develop the reserve estimates. The reliability of 
reserve estimates has a direct impact on the calculation of depreciation, 
depletion, and amortization, as well as on ceiling or impairment tests.
Debt Compliance. Complying with debt covenants may be difficult for 
some oil and gas companies in an uncertain economic environment. 
Technical defaults require written waivers and close review by audi­
tors. Auditors should refer to Audit Risk Alert—1993 for a more detailed 
discussion of debt compliance.
Variety and Complexity of Agreements. The extensive use of innovative 
financing methods involving complex sharing and commitment terms 
that require accounting recognition or disclosure is common in the 
industry. Complying with the specific terms of partnership, joint 
venture, and operating agreements may be difficult. Contract terms 
otherwise regarded as inconsequential (for example, dissolution, 
buyouts, and additional financing commitments) take on increased 
importance for both the company and its auditor in an economic 
downturn. The auditor may wish to consider the use of a legal expert, 
under which circumstances the auditor should follow the guidance of 
SAS No. 11.
Complex Income Tax Considerations. Income tax provisions, proved 
reserve quantities, and the standardized measure may be affected by 
income tax deductions and tax credits peculiar to the oil and gas and
11
similar industries. Examples of tax matters unique to these industries 
are percentage depletion, tax credits for nonconventional fuel produc­
tion, and tax credits for enhanced oil recovery. Virtually every oil and 
gas company is faced with a variety of transactions that either must or 
may be treated differently for tax purposes than for financial reporting 
purposes. Furthermore, most independent oil and gas producers pay 
the alterative minimum tax rather than the regular federal income tax, 
making the current expense portion of the income tax computation 
particularly complex. Auditors should have an understanding of the 
income tax considerations affecting the financial statements of oil and 
gas producers.
Hedging. Some oil and gas producers from time to time hedge or 
speculate with energy futures or options on such futures. Normally, 
subsequent production, rather than existing inventory, is hedged.
Related-Party Transactions. Related-party transactions are often exten­
sive; they may result in possible conflicts of interest among investors, 
operators, and general partners.
Audit Developments
Asset Ownership and Valuation
Two areas of increased risk for auditors of oil and gas producers are 
management's assertions of ownership and valuation of assets. Valua­
tion problems may arise from failure to apply SAB Topic 20, Financial 
Statements of Oil and Gas Exchange Offers, which, in some circumstances, 
requires that assets acquired from promoters or shareholders be 
recorded at the transferor's historical cost basis.
Innovative Financing Arrangements
Over the past several years, there has been a slow deterioration in the 
domestic oil and gas industry and a move toward international expan­
sion. Much of the international expansion is being funded through a 
redirection of operating cash flows away from domestic programs and 
into international programs. The more traditional flows of investment 
capital in the industry through direct investments, partnerships, and 
joint ventures with industry partners have all but disappeared. Many 
companies that are already highly leveraged are forced to seek other 
sources of cash flows to fund domestic and foreign operations. Since 
current sources of external capital funding are generally tight, much of 
the capital flowing into the industry is being supplied by insurance
12
companies, international money banks, pension funds and foreign 
investors. Because of various tax considerations and concern over high 
balance-sheet debt levels, and to meet the objectives of other corporate 
strategies, many innovative transactions are being considered as 
means of attracting capital. The accounting for such transactions may 
not be covered by or addressed specifically in existing authoritative 
literature. These transactions may involve off-balance-sheet financing, 
special-purpose entities, and related questions about consolidation 
policies. Auditors should carefully evaluate such transactions as they 
assess the propriety of the accounting treatment of and financial 
statement disclosures related to them.
Estimated Reserves
As discussed earlier, the reliability of reserve estimates is a key con­
sideration in many aspects of accounting for oil and gas producing 
activities. Reserve estimates have a direct impact on the calculation of 
depreciation, depletion, and amortization as well as on ceiling and 
impairment tests. In addition, some companies with bank debt and 
other forms of long-term borrowing may be subject to various debt 
covenants that are based on the value of oil and gas reserves. Such 
covenants may stipulate, for example, that if the value of the reserves 
falls below a certain level, the entire debt, or a part thereof, may be 
callable in the current year. Auditors should review debt covenants for 
such matters and consider the effect of reserve valuations and debt 
restrictions. Auditors should be alert to matters subject to "events of 
default" and, if necessary, examine written waivers from lending 
institutions. See Audit Risk Alert—1993 for a more detailed discussion 
of debt covenants.
In assessing the reliability of reserve estimates, auditors should 
consider whether qualified and reputable petroleum engineers have 
been involved in determining reserve estimates and should evaluate 
the nature, completeness, and accuracy of the data used to develop the 
reserve estimates. If engineers were involved in the determination of 
the reserve estimates, the auditor should follow the guidance of AICPA 
SAS No. 11's Auditing Interpretation No. 1, "Applicability of Guidance 
on the Use of Specialists" (AICPA, Professional Standards, vol. 1, AU 
sec. 9336, "Using the Work of a Specialist: Auditing Interpretations 
of Section 336").
FASB Statement of Financial Accounting Standards No. 69, Disclosures 
about Oil and Gas Producing Activities, sets forth requirements for a com­
prehensive set of disclosures for oil and gas producing activities. The 
Statement also requires publicly traded enterprises with significant 
oil and gas producing activities to disclose prescribed supplementary
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information that includes data about their reserves. SAS No. 52, Omni­
bus Statement on Auditing Standards—1987 (AICPA, Professional Standards, 
vol. 1, AU sec. 558), provides guidance to auditors regarding the proce­
dures they should apply to required supplementary information and 
describes circumstances that require reporting on such information.
New Cost Centers
Many domestic oil and gas exploration and production companies 
using the full-cost method of accounting are involved in exploratory 
activities in foreign locations (new cost centers). In such circumstances, 
auditors should carefully evaluate the propriety of deferring costs for 
new cost centers when the outcome of a field, or concession as a whole, 
has not been determined. Auditors of publicly held registrants should 
note that rule 4-10 (i)(3)(ii)(A) of SEC Regulation S-X states that any dry 
hole costs incurred should "be included in the amortization base 
immediately upon determination that the well is dry." Auditors should 
consider reviewing analyses of costs being deferred as well as the results 
of the exploration activities in assessing the propriety of costs deferred. 
If results are favorable, an extended deferral may be appropriate; 
however, if results are unfavorable, continued deferral of the cost may 
not be justifiable.
Accounting Issues
Joint Ventures—Accounting by the Investor
By establishing joint ventures (JVs) with one or more other oil and gas 
producers, a producer may be able to extend its exploration and 
development in new geographic areas. Some of the accounting issues 
associated with JVs are discussed below.
Evaluation of Control. In evaluating whether a JV needs to be consoli­
dated, an agreement between the venturers that requires the consent 
of both venture parties for typical corporate actions generally indicates 
neither venturer has control. For example, if a majority holder cannot 
order the sale of assets in the ordinary course of business without the 
consent of its JV partner, the majority owner generally does not have 
control. However, if the JV agreement requires the consent of both par­
ties only in the case of a disposition of substantially all assets, an action 
that is clearly not in the ordinary course of business, the SEC staff has 
informally concluded that this provision would not negate other 
aspects of control. The following are some examples of evaluating the 
control situation:
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• In one situation, the majority owner did not have the unilateral 
ability to buy, sell, or pledge assets without the consent of its JV 
partner if the transaction exceeded 5 percent of the JV asset base. 
In this case, control was not present.
• In another situation, a 50 percent owner (1) had the tie-breaking 
vote with respect to operating and financial policies of the JV, 
(2) had the ability to acquire and dispose of assets in the ordinary 
course of business, and (3) could dispose of up to 95 percent of 
JV assets without the consent of the JV partner. In this case, the 
50 percent owner had control.
Contributions of Assets. As a general rule, the contributions of assets to 
a JV should not result in gain recognition. However, when cash is 
received by the investor without any commitment for reinvestment, 
gain recognition may be considered acceptable. Under EITF Issue 
No. 89-7, Exchange of Assets or Interest in a Subsidiary for a Noncontrolling 
Equity Interest in a New Entity, such gain should not be recognized if the 
enterprise has an actual or implied commitment, financial or otherwise, 
to support the operations of the new entity. The SEC has emphasized 
that any gain recognition is heavily dependent on a careful analysis of 
specific facts and circumstances. Gain recognition would not be 
appropriate if a significant uncertainty exists regarding realization or 
the enterprise has an actual or implied commitment to support the 
operations of the new entity in any manner.
Gains may also be recognized to the extent that other near cash, 
such as monetary assets or traded marketable securities, are part of 
the exchange.
Interests Conveyed
Net profit interests or overriding royalty interests in proved reserves 
that are conveyed to employees and to lenders should be accounted for 
as conveyances based on the fair value of the interests conveyed. Audi­
tors of oil and gas producers with such conveyances to employees 
should consider whether these interests are appropriately treated as 
compensation expense to the producers. Auditors of oil and gas 
producers with such conveyances to lenders should consider whether 
these interests are appropriately treated as debt discounts.
Capitalized Costs
In accordance with APB Opinion 22, Disclosure of Accounting Policies, 
the accounting policy for capitalizing internal costs, such as salaries 
and all related fringe benefits paid to employees directly engaged in
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the acquisition, exploration, and development of oil and gas properties, 
as well as all other directly identifiable general and administrative costs 
associated with such activities, such as rentals, utilities, and insurance, 
should be disclosed. Such disclosure should be made regardless of 
whether the producer uses the full-cost or successful-efforts method 
of accounting. Also, the amount of such capitalized general and 
administrative costs should be included in the disclosures of property 
acquisition, exploration, and development costs required by paragraph 
21 of FASB Statement No. 69 for each period presented.
Accounting Developments
Impairment of Oil and Gas Properties
Issues regarding the impairment of long-lived assets have surfaced 
with increasing frequency in recent years. Because of the long-term 
and uncertain nature of oil and gas exploration and production activi­
ties, such issues are especially relevant to entities with oil and gas 
producing activities.
SEC Regulation S-X requires that capitalized costs by publicly held 
companies following the full-cost method be subjected to a "ceiling 
test." The rule, rule 4-10(i)(4) of Regulation S-X, requires that for each 
cost center, capitalized costs, less accumulated amortization and 
related deferred income taxes, shall not exceed an amount (the cost 
center ceiling) equal to the sum of (1) the present value of estimated 
reserves computed by applying prices of oil and gas reserves to 
estimated future production, less estimated future expenditures and a 
discount factor of 10 percent; plus (2) the cost of properties not being 
amortized pursuant to paragraph (c)(3)(i) of rule 4-10(i)(4); plus (3) the 
lower of cost or estimated fair value of unproven properties included in 
the costs being amortized; less (4) income tax effects related to differ­
ences between the book and tax basis of the properties.
The SEC staff has indicated that for entities using the successful- 
efforts method of accounting for oil and gas properties, total capitalized 
costs, as a minimum test, may not exceed future undiscounted after-tax 
net revenues on a world-wide basis. Due to variations in the method 
for testing impairment for companies using the successful-efforts 
method of accounting, the SEC staff has been requesting that registrants 
disclose their method for testing impairment.
The SEC staff also indicated a position that the ceiling test should be 
applied using current prices at interim periods as well as at year end. 
The SEC staff has objected when registrants have used estimated 
annual prices in applying interim period ceiling tests because of the 
subjective nature of the process employed in estimating such prices.
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Auditors should review the components of the cost-ceiling computa­
tion to determine whether they are in accordance with prescribed 
guidelines.
Hedging of Oil and Gas Production
From time to time, oil and gas producers hedge or speculate by 
entering into energy futures contracts or options. In order for futures 
contracts to qualify as hedges, they must meet the conditions set forth 
in FASB Statement No. 80, Accounting for Futures Contracts. The condi­
tions that must be met are (1) the item to be hedged exposes the 
enterprise to price or interest rate risk, and (2) the futures contract 
reduces that risk and is designated as a hedge. However, certain 
futures contracts (for example, natural gas futures traded on the New 
York Mercantile Exchange) do not always track price movements of 
natural gas delivered in certain regions of the country, especially 
during certain seasons or at certain points during the life of futures 
contracts. Auditors should consider whether management's designa­
tion of futures contracts as hedges is appropriate in light of the criteria 
set forth in FASB Statement No. 80. If hedge accounting is considered 
appropriate, the auditor should then consider whether the oil and gas 
producer has disclosed the effect of hedging on the reserve information 
required by FASB Statement No. 69.
As they evaluate the propriety of presentation and disclosure of 
hedging activities in the financial statements, auditors should be aware 
that FASB Statement No. 104, Statement of Cash Flows—Net Reporting of 
Certain Cash Receipts and Cash Payments and Classification of Cash Flows 
from Hedging Transactions, states that the cash flows resulting from 
future, forward, option, or swap contracts that are accounted for as 
hedges of identifiable transactions or events may be classified in the 
same category as the items being hedged in the statement of cash flows 
and disclosed as a separate line item if material.
Restructuring Charges
For a number of reasons, including economic conditions and disap­
pointing operating results in recent years, many oil and gas producers 
are continuing to restructure their operations. In evaluating the propri­
ety of accounting for restructurings, auditors should be aware that 
restructuring charges should include only costs that are a direct 
result and an integral part of the restructuring decision and that such 
charges should be presented as a separate component of income from 
continuing operations, if material. Auditors should refer to EITF Issue 
No. 87-4, Restructuring of Operations: Implications of SEC Staff Accounting
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Bulletin No. 67 for further guidance on the appropriate accounting for 
restructurings. Restructuring charges typically do not relate to the 
disposal of a segment of a business, as defined in APB Opinion 30, 
Reporting the Results of Operations—Reporting the Effects of Disposal of a 
Segment of a Business, and Extraordinary, Unusual and Infrequently Occur­
ring Events and Transactions, nor do they qualify as extraordinary items 
as defined in accounting literature. SAB No. 67 sets forth the view of 
the SEC staff regarding the presentation of restructuring charges by 
publicly traded companies.
Disclosures—Publicly Held Companies
Management's Discussion and Analysis. SAS No. 8, Other Information in 
Documents Containing Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 550), requires that auditors read such infor­
mation and consider whether it and the manner of its presentation are 
materially consistent with information appearing in the financial state­
ments. As auditors of oil and gas producers that are required to file 
reports with the SEC read the Management's Discussion and Analysis 
of Operations (MD&A) sections of SEC filings, they might consider 
whether the MD&A includes discussions of—
• The impact of recently issued accounting standards which are not 
effective until some future date. If the adoption of a standard is 
expected to have a significant effect on the oil and gas producer's 
financial position or results of operations, the MD&A disclosure 
should (1) notify that a standard has been issued which the oil and 
gas producer will be required to adopt in the future, and (2) assess 
the significance of the impact that the adoption of the standard 
should have on the company's financial statements (unless this 
cannot reasonably be estimated, in which case, a statement to that 
effect should be made).
• The effects of hedging on liquidity and results of operations.
• Known trends, demands, commitments, events, or uncertainties 
that are reasonably likely to have a material effect on the oil and gas 
producer's results of operations or financial condition.
AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Audits of Entities With Oil 
and Gas Producing Activities is available through the AICPA's loose-leaf 
subscription services. In the loose-leaf service, conforming changes
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(those necessitated by the issuance of new authoritative pronounce­
ments) and other minor changes that do not require due process are 
incorporated periodically. Paperback editions of the guides as they 
appear in the service are printed annually.
Oil and Gas Producers' Financial Reporting Checklist
The AICPA's Technical Information Service has published a revised 
version of Checklist Supplement and Illustrative Financial Statements for Oil 
and Gas Producing Companies as a tool for preparers and reviewers of 
financial statements of oil and gas producers. Copies may be obtained 
by calling the AICPA Order Department.
Technical Practice Aids Publication
Technical Practice Aids is an AICPA publication that, among other 
things, contains questions received by the AICPA's Technical Infor­
mation Service on various subjects and the service's responses to 
those questions. Technical Practice Aids contains questions and answers 
specifically pertaining to oil and gas producing entities. Technical 
Practice Aids is available both as a subscription service and in hard­
cover form. Order information may be obtained from the AICPA 
Order Department.
* * * *
This Audit Risk Alert replaces Oil and Gas Producers Industry 
Developments—1992.
* * * *
Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert—1993 and Compilation 
and Review Alert—1993, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product 
number 022099 (audit) or 060666 (compilation and review).
Copies of AICPA publications referred to in this document may be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB publications referred to in this document can be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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